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Foreword 

Responding to the growing concern for the effects of trade liberalization on regional 
agriculture, the CGPRT Centre has implemented a three-year research project “Effects of Trade 
Liberalization on Agriculture in Selected Asian Countries with Special Focus on CGPRT Crops 
(TradeLib)” since March 1997, in collaboration with partners from ten countries: China, India, 
Indonesia, Japan, Malaysia, Pakistan, the Philippines, the Republic of Korea, Thailand and Viet 
Nam. In all these countries, important issues regarding trade liberalization were investigated 
with an identical research framework by national experts. 
 
 The investigation covers major crops which might receive either favorable or 
unfavorable effects of trade liberalization both in export and import. I believe that the project 
will provide broad and practical knowledge on various aspects of the effects of trade 
liberalization; moreover, the information will be useful for researchers and policy planners not 
only in participating countries but also in other countries in the region. I would like to note that, 
however, since this project was conceived and started before the current currency and economic 
crisis began in the middle of 1997, the analysis handles basically the period before the crisis 
with available current information. 
 

I am pleased to publish Effects of Trade Liberalization on Agriculture in Malaysia: 
Commodity Aspects as a report of the second phase of the country study of India. A report of 
the first phase of the country study, which includes institutional and structural aspects on the 
same subject, has been published before. I certainly hope these reports will be fully utilized for 
the improvement of agricultural trade and the encouragement of regional agriculture.  
 

I thank Dr. Tengku Mohd Ariff Tengku Ahmad and Dr. Ariffin Tawang of Malaysia for 
their intensive research and the Malaysian Agricultural Research and Development Institute for 
allowing them to work with us and for providing continuous support. I am very much obliged to 
Dr. Boonjit Titapiwatanakun for his devoted contributed to the project as the regional advisor. I 
would also like to express appreciation to the Government of Japan for funding the project. 
 
 
 
 
 
          Haruo Inagaki 
                   Director 
          CGPRT Centre 
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Executive Summary 

As the effects of agricultural trade liberalization begin to trickle down and start to affect 
farmers, many governments are realizing that they may have to go through painful adjustment 
programs that can be politically unpopular. The UR agreement also constrains the choice of 
policy instruments that can be used in pursuing their respective socio-economic and political 
agendas. The growing concern on the negative effects of agricultural trade liberalization is not 
without merit. In developed countries and more so in developing countries, governments are 
grappling with ‘acceptable’ plans to restructure the sub-sectors affected by liberalization. 

For a developing country like Malaysia, where agriculture still plays a dominant role in 
the economy, agricultural trade liberalization is expected to affect the country not only on the 
economic and social fronts but also on the political front. A number of studies attempt to 
evaluate the effects of agricultural trade liberalization on Malaysia. However these studies 
mainly focus on macro aspects of the impact. Studies that analyze the impacts of liberalization 
at the micro level or the farm level are lacking. As a result, many questions concerning the 
impacts of liberalization on the individual farmer remain unanswered. 

In this study, the effects of agricultural trade liberalization are analyzed from two main 
perspectives. The first is from a commodity perspective, where the effects of trade liberalization 
on the commodity with respect to prices, consumers’ and producers’ welfare were evaluated. 
Subsequently, the study analyzed the effects of liberalization on the farmers involved with the 
commodity. It also attempted to analyze the aggregate effects of liberalization on the areas 
where the farmers are located. This study covers palm oil, paddy and tobacco, the three crops in 
Malaysia that are likely to be most affected by the liberalization initiatives. 

Palm oil is the largest agricultural industry in Malaysia. As an export-oriented industry, 
which is devoid of any subsidies, this industry is expected to register gains as a result of global 
liberalization of trade in the oils and fats market. The findings from this study confirm this 
expectation. Under a free trade environment, where tariffs by importing countries of Malaysian 
palm oil are zero, exports of Malaysian palm oil are expected increase by 1.973% (current 
weighted tariff of major importers = 15%). Using the 1996 data of exports of CPO equivalent of 
7,587,855 tons, exports of CPO will increase by 149,708 tons under free market conditions. 
Prices of palm oil in the domestic market are expected to increase by about 3%, which translates 
into RM35 per ton of CPO equivalent. As such, consumers are expected to lose as a result of 
this increase in price. The consumer welfare loss is estimated to be in the region of RM28 
million. However, producers are expected to register gains. Fresh fruit bunch (FFB) prices are 
predicted to increase by 3.2% leading to an increase in producer surplus of almost RM263 
million. Hence the net gain from totally liberalized trade in palm oil for Malaysia is estimated to 
be RM235 million. Furthermore, Malaysia will gain from increased foreign exchange earnings 
resulting from the increased exports of palm oil. In addition, Malaysia’s benefit can be further 
expanded due to the requirement of other oilseed producers to reduce support to their industries, 
which will most likely put upward pressure on prices of other edible oils such as soybean and 
corn oil. The higher prices of these products can result in a substitution effect that will be 
beneficial to palm oil. 

Analysis of the likely effects of trade liberalization in palm oil at the farm level reveal 
that the net income of an average smallholder would increase by more than 9% or by RM147 
per hectare per year. Considering that an average smallholder in an organized land scheme has 
about 3.5 hectares, the difference in income would be in the region of RM5000. 
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This study recommends that continuous efforts to increase productivity and efficiency of 
the industry be undertaken to enhance competitiveness of the industry in the long run. In 
addition increased efforts are also necessary to further promote the use of palm oil in order to 
better compete against other edible oils. Among the specific recommendations to enhance the 
industry are reducing labor requirements in the palm oil production process, enhancing 
competitiveness through productivity gains via R&D and quality improvements, product 
development and diversification, strengthening institutional support and market diversification 
and deepening. 

The paddy sub-sector is one of the most highly protected agricultural sub-sectors in 
Malaysia with a high degree of market intervention. This protection is based on food security 
and socio-economic reasons, the paddy sub-sector being the sub-sector with one of the highest 
incidences of poverty in the country. Liberalization is expected to bring rationalization to the 
industry. Analyses in this study indicate that liberalization of the paddy and rice industry would, 
as expected, decrease domestic supply while increasing demand. There are all round efficiency 
and welfare gains that will benefit Malaysia, mainly brought about by the increase in consumer 
surplus and a decrease in government spending on subsidies. The total gain in consumer surplus 
brought about by liberalization is RM286.2 million, while the loss in producer welfare is 
estimated to be RM354.2 million. Hence net welfare loss is estimated to be RM68.0 million. 
However, there is a reduction in government expenditure to support the paddy price subsidy 
program, which is equivalent to RM553 million. Also, imports will increase quite significantly 
to cater to the increased demand-supply gap and farm incomes would be reduced by about 15%. 
Supply is predicted to decrease marginally by 1.34%. 

Hence, from the analysis, it appears that the food security objectives might not be very 
much compromised even if total liberalization takes place. However the poverty and income 
issue is a more delicate issue to handle. While the analysis does not indicate a large reduction in 
farm income, any decline in the income of the poor without compensation, however small, can 
lead to serious political and social consequences. Furthermore, there is a strong possibility that 
the actual decline in income by this study might be underestimated, resulting from 
underestimation of the level of protection in the rice section (the TE). Analyses of farm 
profitability based on an actual survey of farmers indicated significant financial implications for 
the farmers. Depending on the tenure status and farm size, the farm income could be reduced by 
as much as 68% per season. 

This study recommends several measures for the paddy and rice sub-sector to prepare 
for the challenge of liberalization. They include new and additional infrastructure in new areas, 
infrastructural improvements in existing areas to induce productivity and efficiency gains to 
increase competitiveness, farm consolidation and enhancing rural employment opportunities. In 
addition the study also recommends that institutional support be strengthened especially in the 
areas of R&D, extension and technology transfer. 

The tobacco industry is another industry that receives high protection from the 
government through a web of policy interventions including high tariffs, production quotas, 
guaranteed minimum price, input subsidy and others. This protection is accorded with the aim 
of protecting the small producers, who are mainly located in relatively poor regions of the 
country. Due to the high degree of protection that the industry now enjoys, complete 
liberalization would most likely have serious consequences for the domestic industry. Estimates 
from this study indicate that the supply of green uncured leaves would be reduced by more than 
73% with a producer loss amounting to RM17.32 million. Consumers would gain from cheaper 
tobacco and the net gain in consumer surplus is estimated to be RM58.88 million. Hence net 
welfare gain is estimated to be RM 56.74 million. However imports would jump by 12,758 tons 
with an estimated cost of RM170 million. In addition, the government would also lose about 
RM 500 million in revenue in terms of tobacco taxes. 
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Analysis at the farm level show that for the average farmer in a major tobacco growing 
area, operating a farm size of 0.175 hectares, gross income would be reduced to RM952 per 
season down from the pre-liberalization scenario of RM1,516. Net returns would turn negative 
although returns to labor are still positive at RM484.57. Net income would decline by almost 
111%, while returns to labor decline by almost 54%. This reduction in income is due to the 
expected decline in the price of tobacco in the domestic market resulting from cheaper imports. 

The following recommendations are put forward for the tobacco industry to face 
liberalization: 

• Implementing a gradual structural adjustment program in the tobacco industry: The 
structural adjustment can start by gradually dismantling the tobacco tariff especially to 
ASEAN, so that the process of adjustments can now begin. 

• Restructuring production: The tobacco industry in its present form is certainly non-
viable. The curer system whereby uncured and cured tobacco production processes are 
separated and under different producer groups has led to high inefficiency in the 
industry.  This system needs to be phased out and replaced with the grower-curer 
system or a system that will allow increased economy of scale and lower cost of 
production. Data from NTB, indicate that the average cost of cured tobacco under the 
grower-curer system ranges between RM6.85 and RM7.38 per kg, while that of the 
curer system averages RM11.41. The grower-curer system manages to cut the cost of 
production by almost 38%. With an average cost in the region of RM6.50, Malaysia 
would be in a better position to compete with Thailand, where cost of production was 
reported to be in the region of RM4.50/kg. 

• Implementing an income support program: A de-coupled income support program 
would assist farmers in gradually picking-up new knowledge and venturing into other 
economic activities. This direct income support would only be given for a specified 
number of years, giving sufficient time for farmers to adjust to changing economic 
conditions and opportunities. 

• Other facilitating programs: Other programs that will assist the industry include 
improving infrastructure in selected areas, focussing institutional support on 
adjustment programs, R&D on alternative crops and increasing productivity of tobacco 
under alternative production systems. 

 
This study on the effects of liberalization on palm oil, rice and tobacco crops in Malaysia 

confirms the fact that local industries that are competitive will gain, while inefficient domestic 
industries will lose from the liberalization initiatives. Palm oil in Malaysia, reputed to be the 
most efficient in the world, will benefit in all aspects including increased exports, higher 
earnings to the industry and better competitive footing in the international market as other 
edible oil producers need to scale down support to their respective industries. Uncompetitive 
industries, such as rice and tobacco in the Malaysian case, will lose. These industries are 
expected to be ‘naturally’ downsized as the effects of liberalization work their way through the 
economy. Eventually there will be all-round efficiency gains to the economy as resources are 
re-allocated to the more productive sectors of the economy. 

In facing the challenges and opportunities in agricultural trade liberalization, the 
approach that has to be adopted in further developing the industries must be market-based. 
Society-based strategies may no longer be applicable in this globalization era. Strategies and 
programs to develop specific enterprises may now need to be differentiated from social 
programs like helping the poor. Competitiveness is not the same as welfare. 

One of the market-based strategies that developing countries like Malaysia need to adopt 
would be to strengthen the five pillars of economic foundation, i.e. infrastructure, finance and 
capital institutional support, R&D and technology as well as human resource development. 
Strengthening the economic foundation in a particular sector would enable the sector to be more 



 

 xxii

efficient. Previous allocation used to support subsidies should now be re-allocated towards 
strengthening these foundations. 

In summary the following recommendations that are globally applicable to all sectors 
can be considered: 

• Strengthening the economic foundation to increase efficiency of agricultural 
industries; 

• preparing for adjustments in the affected sectors including planning for income support 
programs; 

• widening product range and value-added to increase product competitiveness and 
industry profits; 

• enhancing marketing efforts for market diversification and deepening; 
• re-structuring of production to allow farm consolidation and operation of better 

economy of scale; and 
• increasing rural industrialization to create better employment and income-generating 

activities from competitive industries. 
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